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While there was little difference in the expected growth rate for total revenue between
2010 and 2020, corporate tax revenue is now expected to grow noticeably faster over
the 10-year forecast horizon than was previously anticipated in 2008. Projected growth
rates for income and sales tax receipts increased only slightly and other revenues are
now expected to grow more slowly. Over the 2015-2020 period, changes in the growth
rates for general fund revenues and for the major revenues were very small. In the
Budget Trends report, receipts from the three major taxes were projected to grow at an
annual rate of 4.4 percent between 2015 and 2020, which is unchanged in this report.
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The large gap between 2020 revenue as projected in 2008 and today illustrates the dif-
ficulty in accurately forecasting the economy five or 10 years into the future and relying
too heavily on longer-term projections. But while no one can accurately forecast the
path of the economy five or more years into the future, these longer term projections,
when combined with similar expenditure trend projections, offer a guide to how serious

the future financial problems for the state may be.

Minnesota State Government Revenue Growth Will Be
Challenged By Growth In Two Major Expenditure Groups
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A Major Spending Driver — Elderly Medical Assistance

“The crisis we face is one of numbers and demographics but also of at-
titudes. Promises were made in an earlier time, when they seemed more
affordable. Like homeowners borrowing against the value of their homes in
the expectation that the values would go up forever, the American govern-
ment borrowed against the future and assumed that the economy would
grow fast enough to make that debt affordable.”
David Walker, Former Comptroller General,
President of Peterson International Economics Foundation
October 2008



Health Care Spending Jumps After 55
U.S. Health Care Spending By Age, 2004
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Source: Agency for HealthCare Research and Quality, Medical Expenditure Panel Survey,
data for per capita spending by age group in the Midwest. Excludes spending for long-term
care institutions.

Medical Assistance is one of the larger and more rapidly growing components of Minne-
sota’s General Fund budget. Medical Assistance currently accounts for nearly one-fourth
of total General Fund expenditures. Medical Assistance (MA) includes programs serving
the health and long-term care needs of the poor, elderly and people with disabilities.
Three programs — MA Long Term Care, MA Long Term Care Waivers and MA Elderly and

Disabled — account for nearly three-fourths of total Medical Assistance expenditures.

Medical Assistance expenditures related to the elderly are expected to grow rapidly for
the remainder of this decade and well into the future. The combination of healthcare
cost inflation and expanding caseload as the population ages and the need for long-term
care increases will force overall costs higher. Healthcare inflation will be the predomi-
nant factor in spending growth this decade, while caseload gains will be increasingly
important in the 2020s. Medical Assistance expenditures for the elderly are projected

to increase by about 8.5 percent per year this decade and 9 percent per year during the
2020s.

Over the next 10 years, elderly medical as-
sistance caseload is projected to add about 35
percent to the costs of the programs. Howev-
er, total costs of the programs are projected to
increase by 125 percent, with three-fourths of

the increase due to healthcare cost inflation.
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Projected 2010-2020 Rate Of Change In
Minnesota Elderly Medical Assistance
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K-12 Expenditures Will Continue To Grow

“Education: the Best Investment”
Title of a chapter in William Gates’ book The Road Ahead, 1996

After a decade-long hiatus during which K-12 enrollments increased minimally, enroll-
ments will begin to rise again during the 2010s. Enrollments already are increasing in
the lower grades. By mid-decade, secondary schools will also begin to experience higher
enrollments. The number of high school graduates will continue to decline during the

decade but then improve soon after 2020.

Over the next 10 years, Average Daily Membership (ADM), the measure of enrollment
used in funding formulas, is projected

to increase at about 1 percent per year.
While not rapid, this rate of increase will
be faster than the rate of increase in Min-

nesota’s population.

K-12 expenditures, however, will increase
at a faster rate than enrollment due to

general inflation, employee health ben-

efits inflation and special education costs.




After A Decade Of Little Change, Minnesota K-12
Enrolliments Will Grow At A Moderate Pace
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Over the next 10 years, overall K-12 expenses will increase at an annual rate of 3.7 per-
cent, while one of its components, education employee insurance benefits, will increase
at 4.8 percent per year. Another component, special education costs, will increase at 4.3
percent per year. While employee insurance benefits and special education currently ac-
count for about 21 percent of total K-12 education costs, they will account for 30 percent

of the increase in costs over the next decade.

Special Education and Employee Health Insurance Will
Continue To Grow More Rapidly In The 2010s Than Other
Components Of K-12 Spending
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Trends in Urban and Rural Minnesota

“Kids go away to college and they never come back. There is nothing to
come back to.”
Smith County, Kansas Commissioner Arthur Kuhlmann
Kansas county at U.S. geographical center is dying, Reuters, Jan 8, 2011

Aging, population decline and economic
decline are not new to many counties

in the nation’s heartland. Counties in
southern and western Minnesota have
experienced these trends for decades.
Similar long-run trends are observed in the
Dakotas, lowa, Nebraska, Kansas, eastern

Colorado, eastern Montana, rural Okla-

homa, the Texas Panhandle, rural Wiscon-
sin, Appalachia and, indeed, much of rural America. Over a long period of time, young
people have left after high school for the big city. Much of the population and economic
growth of metro areas like the Twin Cities can be traced to this movement of bright,
hard-working young people from the rural Upper Midwest to the region’s metropolitan
areas. The migration of youth out of rural areas has largely ended as few young people

remain on the prairie and those who moved earlier are themselves aging.

Nineteen of Minnesota’s 87 counties, mostly along the south-
ern and western border of the state, have a median age over
45. More than half (47) of Minnesota’s counties lost popula-
tion during the last 10 years, and an increasing number (25 in
the past decade) are experiencing chronic natural decrease, in

which more people die each year than are born. Some coun-

ties have bucked this trend, largely through the addition of
new industry that requires more labor than is available locally.
This results in a net in-migration to the county from other

parts of the nation or world, infusing youth into the popula-

tion. For many rural communities, however, long-term popula-

tion decline is the expectation.

Questions about school funding, school consolidations, staffing to provide basic course
offerings, infrastructure maintenance, joint powers agreements and county consolida-
tions, provisions of basic county services and other similar concerns will grow during this

and the next decade.



Also over the next decade, most of the growth of the 65 and older population of Min-
nesota over the next decade will be in the metropolitan areas, especially the Twin Cities
suburban communities. Some suburban communities are concerned about being pre-
pared for this change, especially in the areas of public transportation, social services and

access to health care.

Changing Households and Families and Care-giving

“A family with an old person has a living treasure of gold.”
Chinese proverb

Households will undergo dramatic changes in the next 20 years. Some of the implica-
tions of these changes include reduced importance of schools in housing decisions, more
social isolation, more use of purchased eldercare facilities, more elderly without family
care support within the community, and more dependence on government and non-

government organizations to provide basic services.

Most Minnesota Household Growth 2010-20 Will
Be Older Empty Nesters And Older Living Alone
By 2020, Older Empty Nesters Will Be The Largest Family Type
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Source: Minnesota State Demographic Center

The most common type of family today is no longer a married couple with children. The
older “empty nester” couple is now the largest type of family; most of the increase in
households over the next 20 years will be “empty nesters.” The next most rapidly grow-
ing group will be older people living alone. The number of families with children will

experience dramatically slower growth over the next 20 years.
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Average Annual Growth Of Families
With Children Under Age 18
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Over the past 40 years, during which the Baby Boom Generation left parents’ house-
holds and formed their own, families have changed in other ways. The Baby Boom Gen-
eration had fewer children than did their parents — two instead of three — and a higher
proportion of Baby Boom Generation women were childless than was true for their
parents’ generation. The Baby Boom Generation also experienced a much higher rate of

divorce than previous generations.

The Baby Boom Generation also saw a substantial increase in workforce participation
by women. By the 1980s, most women were in the workforce, most families were two-
earner families and most children lived in families in which all adult relatives worked.
This trend led to replacing with purchased services many of the functions that families

had historically provided, such as childcare and eldercare (Stone and Weiner).

The average caregiver for elderly relatives age 85 and older is between the ages of 50
and 64. The caregiver ratio for Minnesota currently stands relatively high at 9.0 potential
caregivers per elder age 85 and older. This ratio will remain relatively constant through
2020 but then begin to decline, falling to 6.3 in 2030 and 4.2 in 2040. However, age of
caregivers is not the only variable. Adult children of divorced parents are less likely to be
caregivers and stepchildren even less so. This lower level of care is true even for custodi-
al parents, though it is substantially lower for non-custodial parents (Schone and Pezzin).
oRfObeglih%tr?gil 2/;71‘7/; #Ogg#v?cgs', V7|{;76en8r}l;;‘a/zhlgs‘?i/tlgtgahrja§o2r0%§? Addressing the Long-Term Care Workforce Crisis,” U.S. Department

L.E. Pezzin and B.S. Schone, “Parental Marital Disruption and Intergenerational Transfers: An Analysis of Lone Elderly Parents and
Their Children,” Demography 36.3:287-297, 1999.



We Are Not Alone

“Though the challenges here seem great, the necessary adjustments will
likely be smaller than those required in most other developed countries. But
how we adjust will also matter.”

Alan Greenspan, February 2003

Many European countries face the dilemma
of an aging society more acutely today than
here. Europe is older than Minnesota and
the United States and is experiencing diffi-
culties sooner. Economic growth is slowing,
largely due to aging and slower labor force

growth. Productivity increases there have

been inadequate to overcome the difference.

Many European countries have made commitments for pensions, retirement age, health
care and other social and economic programs that they now find they may not be able
to keep. Some countries have been forced into severe austerity programs, some aspects
of which (such as sharp rises in college tuition in England) may actually aggravate the
situation by reducing future productivity increases. Europe is older than Minnesota and
the United States and is experiencing these difficulties earlier. However, the path that
Minnesota is on, at this time, appears similar to the one followed by Europe. The differ-
ence in time is approximately a decade. Sometime between 2020 and 2025, Minnesota
and the United States will see a demographic situation similar to the one facing Europe

today.

Europe is not alone in the aging process. Japan is older, with a declining labor force and a
declining population. China will see rapid aging and their labor force will begin to de-
cline by approximately 2017. Much of the rest of the world will see declines or slowing
rates of growth of the labor force. Labor force growth in Minnesota, though it will slow
dramatically, will exceed growth rates in most of the world’s larger economies. This may
offer an opportunity for a stronger competitive position in Minnesota vis-a-vis its inter-

national trading partners.
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Beyond 2020

“The aging of the population is bound to bring with it many changes to our
economy — some foreseeable, many probably not.”
Alan Greenspan, February 2003

Longer run forecasts are notoriously inaccurate, largely due to unanticipated changes.
Over the next 50 years, unanticipated, disruptive changes are certain to occur that will
change much in forecasts. Some of these unanticipated changes or events will be related

to human behavior.

For example, international migration streams
may change. There will almost certainly be
wars and disputes. Other changes will be
related to technological advances, including
new ways of producing things, new sources
of energy and cures for terrible diseases.
Some change will occur in the interaction
between humans and the environment. New
diseases will emerge or old ones will return.

Two examples from the past half-century are

HIV and wheat rust, both with dramatic impact
on human societies. Disruptive events and innovations,

which by their very nature are difficult to predict, will shape the future. Though they
are difficult to predict, the frequency of disruptive innovations tends to increase dur-
ing times of social and economic upheaval. Disruptive events and innovations will likely

become more frequent.

But about some trends we are almost certain. Aging, for example, will continue. Minne-
sota’s projected increase in the 65 and older population will be even larger in the 2020s
than in the 2010s. The Baby Boom Generation will continue to grow older, entering its
70s and 80s by 2030. Disability rates, especially mobility, vision and hearing, will increase
rapidly. Unless cures for Alzheimer’s and other disorders of advanced age are discov-
ered, the first waves of the Baby Boom generation will begin to crowd into long-term

care facilities in the late 2020s.

Labor force growth will likely continue to slow, with virtually all economic growth
achieved due to increases in per-worker productivity. Without major efforts to invest in
human and physical capital, we will not see the productivity growth necessary to counter

the slowing growth of the labor force. Economic growth will slow.



Based on what we know today and can anticipate, government revenues will grow more
slowly in the future, even more slowly than the overall economy. At the same time,
demand for government services and entitlements will increase and grow more rapidly
than revenues; perhaps as much as twice as fast. Healthcare and long-term care costs

will be the primary factors in increasing demands on government.

The current structural imbalance between revenues and expenditures is not sustain-

able. When asked what would happen in a situation that was clearly unsustainable, Herb
Stein, former Chair of the Council of Economic Advisors under President Nixon, respond-
ed, “If something can’t go forever, it will stop.” The choice remaining is whether to find a

solution ourselves or to have one imposed.

The budgetary conflict of investing in future growth with education and training, infra-
structure and research, versus spending for health care, pensions and similar programs,
will likely be an increasing issue at both the state and national levels. This dilemma will
be shared by most of the economically developed regions of the world. Competition for
immigrants from poorer nations that are still experiencing strong labor force growth will
increase. This immigrant pool of labor will be sought out to provide care for the aged
and to perform necessary but lower-skill, lower-wage jobs. The immigrant community

will likely represent an increasing proportion of Minnesota’s younger population.

Conclusions of the 2080 Budget Trends Commission Are Still Accurate

“The challenges of the future are not insurmountable but they are real....The
long-term budget trends of the state will require strong fiscal discipline to
ensure that we recognize problems and capitalize on opportunities so that
we can pass along our current economic success to future generations.”

2008 Budget Trends Commission Report, Executive Summary

Conclusions of the 2008 Minnesota Budget Trends Commission are, for the most part,
still accurate and appropriate. The anticipated fiscal challenge has materialized, resulting
from a combination of the impact of the Great Recession and unprecedented but pre-

dicted demographic changes.

The Budget Trends Commission concluded that while government revenues would grow
at a slower pace in the future, demands on government expenditures would grow faster,
largely as the result of rapidly increasing costs of healthcare. The most obvious compo-
nents of the rapid rise in healthcare costs resulting from demographic change are Medi-
cal Assistance related to the growing elderly population, primarily regarding long-term

care. This, however, is not the only place where healthcare costs enter into government
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budgets. For K-12 education, rapidly rising costs of health insurance for employees re-
duces the dollars available for classroom instruction. Rising costs of healthcare for other
government employees and inmates in state penal institutions will continue to erode
an ever-larger portion of the budget, threatening effective delivery of vital government
services.

If State Health Care Costs Continue Their Current Trend,

State Spending On Other Services Can’t Grow
Graphic From The 2008 Budget Trends Commission Report
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Looking 25 years into the future, the Budget Trends Commission concluded that the cur-
rent financial situation for Minnesota state government is not sustainable. This conclu-

sion has not changed with the passage of two years and the availability of more data.

Is There Hope?

“We are all in the gutter, but some of us are looking at the stars.”
Oscar Wilde

Minnesota’s experience since World War Il has been remarkable. Minnesota went from
a below-average education and below-average income state to a national leader in
both measures. This relationship is not coincidental. Improving educational outcomes
improved the quality of the workforce, matching the demands of the late 20th century
economy. Minnesota’s achievement was in creating a well-educated, hard-working,
easily trained, highly productive workforce that produces quality goods and services. By
2009, Minnesota ranked fifth in the nation in employment ratio, 13th in median earn-

ings of full-time year-round workers, 10th in median family income and third-highest in



cost of living adjusted income (Aten and D’Souza, Survey of Current Business, Nov 2008).
Minnesota also ranks 11th in the percent of the adult population with at least a bach-
elor’s degree and second in the percent with at least a high school diploma. Minnesota

has performed well, with rising incomes led by rising education achievement levels.

In the next 20 years, disruptive changes will take hold in Minnesota, in the United States
and in most of the economically prosperous world. While this period will pose difficult
and complex problems for leaders in both the public and private arenas, it will also offer
a unique set of opportunities. The challenge will be to focus on identifying and seizing
the opportunities while dealing with the challenges. And once again, rising productivity
will be at the core of successful economies.

The most successful organizations and economies
face a special difficulty during times of great disrup-
tive change — the tyranny of success. The smugness
that comes from past success can be a great pitfall.
Often, the very factors that lead to past success can
be the source of failure. Failures of leadership, vi-
sion, strategic focus and policy that lead to past suc-

cess can become the Achilles’ heel as technological

and market conditions change over time, according
to Paap and Katz in their 2004 award-winning article, “Anticipating Disruptive Innova-
tion.” Minnesota, as a successful economy, must avoid the tyranny of success if it is to be
successful in the future.

Future changes, led largely by demographic shifts, will be so disruptive that businesses
and governments will require a new business model. Paap and Katz argue that the
organizational focus in time of great disruptive change should be primarily on the cus-
tomer and operational needs and not on the change itself. The focus for the customer,
however, should not be on what the customer wants, but rather what the customer
needs. The private sector has a means of dealing with organizations that do not get the
wants/needs equation right. Not so the government sector. Market forces do not directly
give governments clues about whether the government is on the right course. For this,
constant monitoring of progress towards a commonly accepted vision is necessary. As
the 2008 Budget Trends Commission concluded, “The challenges of the future are not

|II

insurmountable but they are rea
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Selected Minnesota Demographic Forecasts — Short-, Medium- and Long-run

2011 & 2012 — the Next Two Years

1. The first wave of the Baby Boom Generation turns 65 in 2011. More people will en-
ter the Medicare program and begin to receive Social Security benefits.

2. Population growth in Minnesota will remain steady at between 0.7% and 0.8% per
year. The state will add nearly 81,000 people to its population over the next two
years.

3. Immigration will continue to be a major contributor to population growth. Immigra-
tion will add approximately 10,000 people to Minnesota’s population each year.

4. Retirements will rise in both the public and private sector, but state and local gov-
ernment will be especially affected because the government workforce is older. The
wave of government worker retirements offers an opportunity to restructure the
public sector, but will also pose challenges in replacing some employees with unique
knowledge, skills and abilities.

5. As more people retire, there will be an expansion in the number of replacement
openings in the job market. This should increase opportunities for the currently un-
deremployed or unemployed and for new labor market labor market entrants.

6. Household formation and the housing market will continue to be sluggish, resulting
in slower growth, especially in the previously rapidly growing suburban ring around
the Twin Cities Metropolitan area.

7. The number of high school graduates will decline by more than 3 percent over the
next two years, a trend that will continue throughout the decade. This will reduce
the number of new entrants to the workforce. It may also have an impact on higher
education enrollments by reducing the college age population, although other fac-
tors may counteract that trend.

2013 to 2020 — Remainder of the Decade

1. The population 65 and older will rise rapidly, increasing as much this decade as in
the past four combined.

2. The workforce will experience sluggish growth as more people retire and the work-
ing-age population grows slowly. As a result, economic growth will slow unless there
are substantial gains in per worker productivity.

3. Slower workforce growth could improve opportunities for workers, but another pos-
sibility is that employers will resort more to alternatives to hiring such as labor-sav-
ing devices, downsizing, and moving to labor markets with more qualified labor. The
match between the skill sets of available workers and the requirements of employers
will be crucial in determining how employers react to the shifts in the labor market.

4. Total personal income growth will slow as more people retire and their incomes
become more dependent on Social Security and pensions. Though there will still be
“good” years and “bad” years for economic growth, average income growth will be
substantially below what it was in the past.



10.

11.

State government will face chronic structural deficits and adjustments will be need-
ed to balance the budget. This perennial crisis will be produced by slower revenue
growth coupled with increasing pressure on expenditures for major state programs
such as health care and education.

Health-care costs will play a major role in future state budget challenges. Medical
inflation has exceeded the overall inflation rate for many years and is expected to
continue to do so. This dilemma affects not only health care programs such as Med-
icaid, but has a major indirect influence on the costs of other programs. For example,
one reason K-12 expenditures are expected to go up is the rapid increase in health
care costs for employees. Health-care costs for other government employees will
also contribute to strain on public expenditures.

Retirements in health care professions, coupled with long-run inadequate numbers
of graduates from medical and nursing schools, will create a growing problem in the
provision of health services at the same time that demand for health care will rise
sharply.

Most of Minnesota’s population increase this decade will be minority persons, with
most of the increase under age 30. An increasing proportion of Minnesota’s K-12 en-
rollments and work force under age 30 will be nonwhite or Latino, especially people
born in other countries. Unfortunately graduation rates and college attendance rates
for minority and foreign-born students continue to lag well behind those of white
students. With the overall number of graduates expected to decline, this could ex-
acerbate the mismatch between the needs of employers and the skill sets of young
workers.

Household growth will return to pre-recession levels of 20,000 to 25,000 per year
by 2013 or 2014, but the types of household will change. Families with children
under age 18 will grow at a much slower pace, at approximately a third of the rate of
growth over the past five decades. Most of the growth in households will be among
older married couples who have empty-nested and among older people living alone.
These trends have implications for construction, school financing, and delivery of
social services.

Most of the increase in 65 and older population in Minnesota during the 2010s will
occur in the Twin Cities metro area, especially in the suburban counties.

An increasing number of rural counties will experience chronic natural decrease
(more deaths than births) and long-run population decline. In general, these coun-
ties already have high proportions of elderly and few children.

Beyond 2020, Toward 2060

Long-run forecasts are always, at best, highly speculative. Policy actions and disruptive
changes will have a magnified effect as the forecast period expands. Long-run forecasts
should always be view skeptically. That said, there are some things that are fairly predict-
able. Most notably, age progresses at the same rate for all people and cohorts that are
alive today can be reasonably projected through their lifetime.

1.

The decade of the 2020s will see an even greater increase in the 65 and older
population than the 2010s. From 2010 to 2030, Minnesota will add nearly 600,000
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people age 65 and older. By 2030, the biggest increases in the 65 and older popula-
tion will be over. After 2030, the elderly population will grow at a much slower rate
as the Baby Boom effect plays itself out.

Long-term care will be a challenging issue as the leading edge of the Baby Boom
Generation moves into its late 70s in the 2020s. Long-term care is extremely ex-
pensive. Simple solutions, such as turning to children or other family members to
provide care for older family members will prove largely fruitless. Lower fertility
rates, family disruptions, high rates of female labor force participation (women have
historically been the main caregivers for the elderly), and high rates of geographic
mobility mean that many older people will have no one available locally to assist
with their care.

Aging of the population, coupled with rising energy prices, may contribute to a
movement back to the central cities or inner-ring suburbs at the expense of suburbs
built from 1990 to 2008. In other words, “urban sprawl” may end or diminish. Dif-
ferentials in housing prices could moderate the trend to re-centralization.

Population growth in most of the world is expected to decline. Rising educational
levels and urbanization are already lowering birth rates in much of the world, espe-
cially Asia and Latin America. Slower worldwide population growth could reduce
immigration, dampening population growth in the U.S. and Minnesota. However, dif-
ferences in economic opportunity in different countries will still produce substantial
amounts of international migration.

Worldwide aging and rising income will increase the demand for higher quality
food, while continued population increases will place increasing demand on basic
food items. These trends will combine to place upward pressure on commodity
prices, most notably food and energy. Any adverse crop events in critical agriculture
areas will place even more upward pressure on commodity prices. This may improve
Minnesota’s competitive position.

Many of the fastest growing areas of the nation today are in water deficit areas.
This includes both the Southwest as well as the Southeast regions of the nation. Un-
less a disruptive technology alters the current course, growth in many of the states
in these regions will be constrained by 2020. Minnesota, with a more ample supply
of this vital and most precious resource, will be in a more competitive position for
economic and population growth, but only if water resources are carefully preserved
and managed.
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